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USEEC 

US OECD ALSO FOR EMBASSY 

E.O. 11652: GDS 
TAGS: EFIN, ECON, JA 

SUBJECT: JAPANESE ECONOMIC OUTLOOK FOR 1978: UPDATE 
THRU FIRST HALF 1979 

REF: TOKYO 5375 

1 . SUMMARY. FOLLOWING IS EMBASSY'S LATEST ASSESSMENT OF 
THE ECONOMIC OUTLOOK FOR THE JAPANESE ECONOMY. THE MARCH 
FORECAST (TOKYO 05375) HAS BEEN UPDATED AND EXTENDED TO 
MID- 1979. NO MAJOR CHANGES HAVE BEEN MADE IN OUR OVERALL 
JUDGMENT THAT THE ECONOMY IS DEVELOPING ALONG A ROUGHLY 
6 PCT GROWTH PATH AND THAT PROGRESS IN REDUCING THE CUR- 
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RENT ACCOUNT SURPLUS SHOULD BECOME EVIDENT IN THE SECOND 
HALF OF 1978. TOKYO 10957 PROVIDES A CURRENT WRAPUP OF 
RECENT ECONOMIC DEVELOPMENTS. THIS CABLE DEVOTES PAR- 
TICULAR ATTENTION TO AN EXAMINATION OF BALANCE OF PAYMENTS 
TRENDS AND TO AN APPRAISAL OF THE PROSPECTS FOR PRIVATE 
CONSUMPTION. END SUMMARY. 
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2. THE BROAD CONTOURS: WE EXPECT THAT THE JAPANESE 
ECONOMY WILL EXPAND AT A RATE OF ROUGHLY 6 PCT OVER THE 
PERIOD OUT TO MID-1979. POLICIES ALREADY IN PLACE APPEAR 
CALIBRATED TO ACHIEVE AT LEAST THIS RATE OF INCREASE AND 
POSSIBLY TO ACHIEVE THE OFFICIAL 7 PCT JFY 78 GROWTH 
TARGET, IF THE GOVT GETS THE BENEFIT OF A LITTLE LUCK THAT 
WE ARE UNPREPARED TO FORECAST. THE MAJOR DEVELOPMENTS WE 
EXPECT ARE A FAIRLY STEADY EXPANSION OF CONSUMPTION IN THE 
5 PCT RANGE, SMALL BUT STEADY EXPANSION OF PRIVATE 
INVESTMENT WITH SOME GRADUAL IMPROVEMENT IN 1979, AN 
EROSION OF THE NET EXTERNAL SURPLUS OVER COMING QUARTERS, 
AND A VIGOROUS EXPANSION OF REAL GOVT SPENDING IN THE 
NEXT THREE QUARTERS. THE NETTING OUT OF THE COUNTERVAIL- 
ING INFLUENCES OF GOVT SPENDING AND THE EXTERNAL BALANCE 
WILL BE MAJOR DETERMINANTS OF THE GROWTH NUMBERS THAT ARE 
ULTIMATELY RECORDED. THE BETTER BALANCE THAT APPEARS TO 
BE DEVELOPING IN THE PRIVATE SECTOR AND THE OFFICIAL 
COMMITMENT TO AMBITIOUS GROWTH OBJECTIVES LEADS US TO 
BELIEVE THAT THE MOMENTUM DEVELOPED IN 1978 WILL CARRY 
OVER INTO EARLY 1979 BUT A WIDE CONFIDENCE INTERVAL SHOULD 
BE PLACED AROUND ANY 1979 FORECASTS UNTIL MORE EVIDENCE 

IS IN HAND THAT PRIVATE DOMESTIC DEMAND IS CLEARLY ON A 
STEADY UPWARD COURSE. BENEATH THE BLOATED CURRENT ACCOUNT 
SURPLUS FIGURES WE BELIEVE THERE IS EVIDENCE THAT AN 
ORTHODOX ADJUSTMENT PROCESS IS UNDER WAY. WE BELIEVE A 
TURNAROUND IN THE TRADE FIGURES SHOULD BE EVIDENT IN THE 
CONFIDENTIAL 

CONFIDENTIAL 

PAGE 03 TOKYO 11621 01OF06 261114Z 

SECOND HALF OF 1978, ALTHOUGH RECENT EXCHANGE RATE 
APPRECIATION WILL PROBABLY OCCASION SOME FURTHER ATTEMPT 
TO RAISE EXPORT PRICES. 

3. FISCAL POLICY: FISCAL POLICY FOR JFY 78 APPEARS TO BE 
SET AND, WITHIN THE FRAMEWORK OF NO-POLICY-CHANGE 
ASSUMPTIONS, WE HAVE ASSUMED THAT ANY SUPPLEMENTARY BUDGET 
IN THE FALL WOULD BE IN THE NATURE OF A MID-COURSE 
CORRECTION RATHER THAN NEW POLICY DEPARTURES. FOR THE 
PURPOSE OF FORECASTING, WE HAVE ASSUMED THAT ANY JFY 79 
FISCAL POLICY CHANGES THAT MIGHT BE UNDERTAKEN WILL HAVE 

NO SIGNIFICANT IMPACT ON THE FORECAST WHICH EXTENDS TO 
MID 1979. THE BASIC THRUST OF GOVT SPENDING DURING THIS 
PERIOD WILL BE STRONGLY EXPANSIONARY WITH TOTAL GOVT 
SPENDING - SOME 20 PCT OF GNP - UNOFFICIALLY PROJECTED 
TO GROW AT 1 1.4 PCT IN REAL TERMS DURING JFY 78. THIS 
PROGRAM IS STRONGLY TILTED TOWARD PUBLIC INVESTMENT WHICH 
IS EXPECTED TO BE UP 16 PCT IN REAL TERMS IN JFY 78. 

THIS PROGRAM IS DESIGNED TO BE FRONT-LOADED AND. COMBINED 
WITH OTHER SPENDING COMMITMENTS CONTAINED IN THE JAN 
SUPPLEMENTARY BUDGET, SHOULD HAVE ITS STRONGEST IMPACT ON 
THE GOVT COMPONENT OF THE NATIONAL INCOME ACCOUNTS 
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BETWEEN NOW AND EARLY 1979. TAX POLICY HAS BEEN - AND IS 
ASSUMED TO CONTINUE TO BE - BROADLY NEUTRAL. THE 
RESULTANT HUGE 1 1 TRILLION YEN ($52 BIL) BUDGET DEFICIT 
CAN APPARENTLY BE FINANCED WITHIN EXISTING SAVINGS FLOWS 
WITHOUT RESORT TO SIGNIFICANT CREDIT EXPANSION. HOWEVER, 
ON AN UNCHANGED POLICY STANCE, THE LARGE BUDGET DEFICIT 
IS A CONSTRAINT ON CONTINUED EXPANSION OF FISCAL STIMULUS 
IN JFY 79 SO WE WOULD NOT EXPECT GOVT SPENDING TO GROW AS 
RAPIDLY IN THE EARLY QUARTERS OF 1979 AS DURING 1978. 
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LOOKING AHEAD TO JFY 79, THERE APPEARS TO BE NO PROSPECT 
THAT DIRECT PUBLIC SPENDING WILL BE ABLE TO PROVIDE THE 
INCREMENT TO TOTAL GNP THAT IT WILL PROVIDE THIS YEAR 
SINCE EXPANSION OF GOVT PROGRAMS IS LIKELY TO BE HELD 
CLOSE TO EXPECTED TAX INCREASES IN ORDER TO CONTROL THE 
TOTAL GOVT BORROWING REQUIREMENT. 

4. MONETARY POLICY IS EXPECTED TO CONTINUE TO BE 
ACCOMMODATING. THE OFFICIAL DISCOUNT RATE IS NOW AT 3.5 
PCT, A POSTWAR LOW AND NO ADJUSTMENT, UP OR DOWN, IS 
PRESENTLY IN SIGHT. GROWTH IN THE MONETARY AGGREGATES 
HAS QUICKENED IN RECENT MONTHS AFTER MANY MONTHS OF 
STEADY DECELERATION. YEAR-OVER- YEAR INCREASES IN M2 HAVE 
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RECENTLY BEEN RUNNING AT 12.7 PCT AFTER DIPPING TO A LOW 
OF 9.8 PCT IN OCT. THE FASTER EXPANSION OF THE MONETARY 
AGGREGATES REFLECTS A STABILIZED PRIVATE DEMAND FOR 
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CREDIT AFTER A LONG PERIOD OF DECELERATING GROWTH AND 
INCREASED PUBLIC CREDIT DEMANDS, REFLECTING EXPANDED 
DEFICIT FINANCING. THE PICKUP IN GROWTH OF THE MONETARY 
AGGREGATES HAS PROMPTED OCCASIONAL CAUTIONARY COMMENTS 
FROM BOJ OFFICIALS ABOUT THE POSSIBILITY OF RENEWED 
INFLATION, BUT WE EXPECT THE AUTHORITIES WOULD NOT BE 
TOO CONCERNED IF M2 EXPANDED AT ANNUAL RATES OF 12-14 
PCT. THE COMBINATION OF LOWER INTEREST RATES AND MORE 
RAPID EXPANSION OF THE MONETARY AGGREGATES ADDS UP TO A 
MONETARY POLICY WHICH GIVES PROSPECT OF BEING MORE 
STIMULATIVE THIS YEAR THAN LAST. 

5. CONSUMPTION: FIRST QUARTER CONSUMPTION WAS UP A 
STRONG 2.1 PCT AFTER FIVE QUARTERS OF SUB-PAR PERFORMANCE. 
RECENT INDICATORS SUCH AS RETAIL STORE SALES AND AUTO 
REGISTRATIONS INDICATE THAT THE STRONGER PACE OF CONSUMER 
OUTLAYS HAS CONTINUED INTO THE SECOND QUARTER BUT AT A 
LESS EXUBERANT PACE. THE TREND OF CONSUMPTION OVER THE 
NEXT 12 MONTHS WILL BE DOMINATED BY THE EVOLUTION OF 
HOUSEHOLD DISPOSABLE INCOME AND SAVINGS RATES. WE BELIEVE 
THESE DEVELOPMENTS WILL SUPPORT CONSUMPTION GROWTH IN THE 
5 PCT RANGE. NOMINAL WAGE INCREASES NEGOTIATED DURING 
THE SHUNTO AVERAGED JUST UNDER 6 PCT. ACCORDING TO EPA 
ANALYSTS. THESE SETTLEMENTS ACCOUNT FOR ABOUT 30 PCT OF 
TOTAL WAGE INCOME. EARNINGS IN THE SERVICE SECTOR, WHICH 
HAS CONTINUED TO EXPAND DURING RECENT PERIODS OF 
INDUSTRIAL SLOWDOWN, MAY EXPAND MORE RAPIDLY THAN THE 6 PCT 
SHUNTO PATTERN AND INCOME FROM UNINCORPORATED BUSINESS, 
WHICH HAS BORNE A CONSIDERABLE PORTION OF THE ADJUSTMENT 
TO SLOWER GROWTH, CAN BE EXPECTED TO SHOW STRONGER GAINS 
AS DOMESTIC DEMAND IMPROVES. FARM INCOME MAY SHOW LITTLE 
IMPROVEMENT AND INTEREST INCOME, AT LEAST IN NOMINAL 
TERMS. WILL BE DOWN. ALTHOUGH NO SIGNIFICANT IMPROVEMENT 
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IN TOTAL FULL-TIME EMPLOYMENT IS EXPECTED, OVERTIME AND 
PART-TIME WORK HAVE ALREADY PICKED UP AND WOULD BE EXPECT- 
ED TO CONTINUE TO DO SO FURTHER IN COMING MONTHS. 

- AVAILABLE STATISTICS DO NOW ALLOW A VERY PRECISE 
ESTIMATE OF THE NET EFFECT ON PERSONAL INCOME OF THESE 
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DIVERSE DEVELOPMENTS. WE EXPECT NOMINAL GNP THIS YEAR 
WILL BE UP ABOUT 10 PCT AND NOMINAL PERSONAL DISPOSABLE 
INCOME WILL BE UP ABOUT 9 PCT. TO PUT THIS ESTIMATE IN 
PERSPECTIVE, THE RANGE OF MOST OTHER JFY 78 FORECASTS, 

PUBLIC AND PRIVATE, IS FOR NOMINAL GNP GROWTH OF BETWEEN 
8 AND 12 PCT. IF THE FINAL OUTCOME IS WITHIN THIS 
RANGE, IT WOULD BE HARD TO ENVISION GAINS IN NOMINAL 
PERSONAL AFTER-TAX INCOME OF MUCH LESS THAN 8 PCT AS 
THIS WOULD IMPLY SHIFTS IN THE DISTRIBUTION OF INCOME 
(TOWARD TAXES OR PROFITS) MUCH STRONGER THAN ANY COM- 
MENTATORS TO DATE HAVE SUGGESTED IS LIKELY. 

- CONSUMER PRICES, YEAR-OVER- YEAR, HAVE BEEN RUNNING 
AROUND 4 PCT FOR SEVERAL MONTHS. THE MONTH-TO-MONTH 
TREND HAS PICKED UP IN RECENT MONTHS BUT FOR FULL YEAR 
1978 AVERAGE INFLATION IS LIKELY TO BE NO MORE THAN 5 
PCT, AND PERHAPS A PERCENTAGE POINT HIGHER IN THE FIRST 
HALF OF 1979. THUS WE WOULD EXPECT REAL DISPOSABLE 
INCOMES OVER THE COMING 12 MONTHS TO EXPAND AT BETWEEN 4 
AND 5 PCT. SAVINGS RATES, WHICH HAVE LONG LINGERED IN THE 
NEIGHBORHOOD OF RECORD HIGHS, HAVE EDGED DOWN IN RECENT 
MONTHS AND WE EXPECT THIS TREND TO GRADUALLY CONTINUE 
OVER THE NEXT YEAR, GIVEN THE FAVORABLE TREND OF INFLATION, 
REDUCED INTEREST EARNINGS, THE STEADIER EMPLOYMENT OUT- 
LOOK, AND THE HIGH LEVEL OF LIQUID FIBANCIAL ASSET 
HOLDINGS OF HOUSEHOLDS. 

- OUR BEST IUDGMENT IS THAT CONSUMPTION WILL GROW AT 
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AMEMBASSY PARIS 
AMEMBASSY ROME 
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AROUND 5 PCT ANNUAL RATE OVER THE NEXT YEAR. BECAUSE OF 
THE BULGE IN CONSUMPTION DURING 781, THIS 5 PCT TREND 
TRANSLATES INTO A 5.5 PCT AVERAGE INCREASE FOR CY 78, A 
HALF POINT HIGHER THAN OUR MARCH ESTIMATE. 

6. GROSS DOMESTIC FIXED CAPITAL FORMATION. 

A. PLANT AND EQUIPMENT INVESTMENT: WE SEE NO CHANGE IN 
THE GENERAL OUTLOOK FOR PRIVATE PLANT AND EQUIPMENT 
INVESTMENT FROM OUR MOST RECENT ESTIMATES OF 2.5 PCT 
GROWTH IN CY 78. A GRADUAL IMPROVEMENT SHOULD DEVELOP IN 
1979 AS MANUFACTURING COMPONENT OF PRIVATE INVESTMENT 
STOPS DECLINING. NEAR TERM, THE EFFECT ON INVESTMENT OF 
BETTER THAN EXPECTED RECENT PROFIT GAINS HAVE PROBABLY 
BEEN OFFSET BY WEAKER EXPORT PROSPECTS AS A RESULT OF 
RENEWED YEN APPRECIATION WHILE THE OVERALL PROSPECTIVE 
LEVEL OF DEMAND IS LITTLE CHANGED. MANUFACTURING INVEST- 
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MENT IS LIKELY TO CONTINUE TO BE DEPRESSED THRU 1978 WITH 
ALL OF THE GAIN IN PRIVATE PLANT AND EQUIPMENT INVESTMENT 
COMING FROM THE SERVICE SECTORS AND THE STRONG PUSH FROM 
EXPANSION OF ELECTRIC POWER GENERATING FACILITIES. THE 
GOVT IS GIVING A FURTHER PUSH TO THIS LATTER DEVELOPMENT 
AND THE FORECAST 3.1 TRILLION YEN OF POWER GENERATING 
INVESTMENT IS LIKELY TO COME VERY CLOSE TO BE ACHIEVED IN 
JFY 78 WITH FURTHER SPILLOVER INTO 1979. 

B. HOUSING: HOUSING INVESTMENT WILL CONTINUE TO BENEFIT 
FROM OFFICIAL ENCOURAGEMENT AND THE 8 PCT RATE OF INCREASE 
PROJECTED FOR CY 78 IS PROBABLY A FAIR ESTIMATE OF THE 
TREND INTO EARLY 1979. IN THE FIRST QUARTER OF CY 77 
HOUSING SHOWED A STRONG 30 PCT (SAAR) INCREASE OVER THE 
PREVIOUS QUARTER. 

C. STOCKBUILDING: OVER RECENT MONTHS CONSIDERABLE 
PROGRESS HAS BEEN MADE IN WORKING OFF EXCESS INVENTORIES 
AND MOST PUBLIC AND PRIVATE FORECASTS NOW EXPECT THE LONG 
DRAWN OUT INVENTORY ADJUSTMENT PROCESS WILL BE LARGELY 
COMPLETED BY MID 1978. THRU MID-1979 WE EXPECT STOCK- 
BUILDING WILL KEEP PACE WITH GROWTH IN FINAL DEMAND, THUS 
PROVIDING A DOMESTIC CONTRIBUTION TO OVERALL GROWTH RATHER 
THAN THE DAMPENING ROLE IT HAS RECENTLY PLAYED. THE 
IMPROVED INVENTORY POSITION ACHIEVED IN RECENT MONTHS 
REFLECTS A GENERALLY IMPROVED SITUATION IN THE CORPORATE 
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SECTOR. INDUSTRIAL PRODUCTION HAS PICKED UP STRONGLY 
WITHOUT MUCH CHANGE IN EMPLOYMENT SUGGESTING PRODUCTIVITY 
GAINS; INTEREST COSTS HAVE COME DOWN WITH REDUCED INTER- 
EST RATES; AND SOME STRENGTHENING OF BALANCE 
SHEETS HAS APPARENTLY OCCURRED AS BANK BORROWINGS HAVE 
BEEN TIGHTLY RESTRAINED. THE IMPROVED SITUATION WAS 
REFLECTED IN WIDESPREAD, IF NOT DRAMATIC, PROFIT IMPROVE- 
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MENTS IN THE FIRST QUARTER OF 1978. EXPORT INDUSTRIES 
APPEAR TO BE THE EXCEPTION TO THIS GENERALIZATION ALTHOUGH 
THEIR PROFIT POSITIONS HAVE NOT DETERIORATED TO THE EXTENT 
SOME HAD FEARED. 

THE EXTERNAL ACCOUNTS. 

(TECHNICAL NOTE: THE FOLLOWING ASSESSMENT RELIES HEAVILY 
ON AN EVALUATION OF RECENT PRICE TRENDS BUT AS POINTED OUT 
IN TOKYO 05375, ANALYSIS OF PRICE AND QUANTITY TRENDS 
IN JAPAN S EXTERNAL ACCOUNTS IS COMPLICATED BY CONFLICTING, 
AND OCCASIONALLY CONTRADICTORY PRICE INDICES, PARTICULARLY 
FOR EXPORTS. THE BOJ INDEX FOR EXPORT PRICES APPEARS 
TO BE BIASED DOWNWARD BY THE EXCLUSION OF SOME ITEMS, 

SUCH AS PLANT EXPORTS, WHOSE PRICE HAS RISEN RAPIDLY. THE 
MOF UNIT VALUE INDICES, WHICH ARE USED TO COMPUTE THE 
TRADE QUANTUM INDICES, ARE PROBABLY BIASED UPWARDS IN A 
PERIOD WHEN JAPAN IS TRYING TO SHIFT ITS EXPORTS TO 
HIGHER QUALITY GOODS. TAKEN TOGETHER, THE TWO SERIES 
PROBABLY GIVE A FAIR INDICATION OF THE ORDER OF 
MAGNITUDE OF THE ADJUSTMENT THAT HAS TAKEN PLACE IN 
JAPAN'S TERMS OF TRADE OVER THE LAST YEAR. THE TWO SERIES 
GIVE A GENERALLY PARALLEL RECORD OF RECENT PRICE 
DEVELOPMENTS THOUGH THE UNIT VALUE SERIES GIVES A MORE 
PRONOUNCED PICTURE OF PRICE ADJUSTMENTS. THE MAJOR 
ANALYTICAL DIFFICULTY ARISES IN TRYING TO RECONCILE THE 
DERIVED QUARTERLY TRADE QUANTUM INDICES WITH THE QUARTERLY 
NATIONAL INCOME ACCOUNT ESTIMATES OF REAL EXPORTS AND 
IMPORTS. THE QUARTERLY DISCREPANCIES CAN BE LARGE; IN 
19781, NATIONAL INCOME ACCOUNT FIGURES (S.A.) SHOW REAL 
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EXPORTS OF GOODS AND SERVICES ROSE 7.5 PCT; REAL IMPORTS 
OF GOODS AND SERVICES INCREASED 4.4 PCT. THE QUARTERLY 
TRADE INDICES (S.A.) SHOW GOODS EXPORTS ROSE 3.7 PCT 
WHILE GOODS IMPORTS ROSE 7.8 PCT.) 

- THE CURRENT ACCOUNT SURPLUS, WHICH SWELLED TO $10.9 
BIL IN CY 77 FROM $3.7 BIL A YEAR EARLIER, CONTINUED TO 
BALLOON IN THE EARLY MONTHS OF 1978 WITH THE CUMULATIVE 
SURPLUS THRU MAY TOTALING $8.2 BIL. A DRAMATIC IMPROVE- 
MENT IN THE TERMS OF TRADE SINCE LATE 1977 ACCOUNTS FOR 
VIRTUALLY ALL OF THE RECENT ENGORGEMENT OF THE SURPLUS. 

UNDERLYING TRENDS AND POLICIES POINT TO AN EBBING OF THE 
SURPLUS AS THE YEAR WEARS ON, BUT IT IS DIFFICULT TO BE 
PRECISE ABOUT THE SPEED OR MAGNITUDE OF A TURNAROUND. 

- AS POINTED OUT IN THE LAST EMBASSY ASSESSMENT (TOKYO 
05375), THE ENLARGED JAPANESE SURPLUS IN CY 77 WAS 
PRIMARILY THE RESULT OF RAPID INCREASE IN THE DOLLAR PRICES 
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OF JAPANESE EXPORTS WHILE THE DOLLAR PRICE OF IMPORTS HELD 
FAIRLY STEADY. VOLUME INCREASE OVER THE YEAR CONTRIBUTED 
LITTLE. THIS PROCESS HAS INTENSIFIED IN RECENT MONTHS. 

AS THE YEN HAS CONTINUED TO APPRECIATE, EXPORTERS HAVE 
RAPIDLY PUSHED UP THE DOLLAR PRICE OF THEIR EXPORTS, 

WHILE AT LEAST THRU FEB, DOLLAR PRICES OF JAPANESE IMPORTS 
CONTINUED TO DIRFT LOWER. THE EFFECT ON THE TERMS OF TRADE 
HAS BEEN DRAMATIC. CALCULATED FROM UNIT VALUES, THE 
TERMS OF TRADE HAVE IMPROVED BY 21 PCT IN THE 12 MONTHS 
ENDING IN MAY; IN THE SIX MONTHS ENDING IN MAY THE INCREASE 
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WAS 12 PCT. USING THE BOJ YEN IMPORT/EXPORT PRICE 
INDICES, THE TERMS OF TRADE SHOW A 15 PCT IMPROVEMENT IN 
MAY FROM YEAR-EARLIER FIGURES AND 7 PCT SINCE DEC. (AS 
BENCHMARK, IT MIGHT BE NOTED THAT IN 1974, THE FIRST 
FULL YEAR AFTER THE OIL SHOCK, JAPAN'S TERMS OF TRADE 
DETERIORATED BY 23 PCT ON BOTH MEASURES.) 

- THE MONTH-TO-MONTH FIGURES SUGGEST THAT SINCE THE 
TURN OF THE YEAR IAPANESE IXPORTERS HAVE RESISTED FURTHER 
EROSION OF THE YEN PRICE OF THEIR PRODUCTS AS THE EXCHANGE 
RATE CONTINUED TO RISE. FROM JAN TO MAY THE BOJ YEN 
EXPORT PRICE INDEX WAS VIRTUALLY UNCHANGED WHILE THE YEN 
APPRECIATED ABOUT 8 PCT IN THE INTERVAL. THE EVIDENT 
RELUCTANCE TO ABSORB FURTHER YEN APPRECIATION BY ACCEPTING 
LOWER YEN PROCEEDS IS NOT SURPRISING CONSIDERING THAT 
EXPORT PRICES IN YEN HAD ALREADY FALLEN BY 7 PCT OVER 

THE COURSE OF 1977. SINCE WHOLESALE PRICES HAVE REMAINED 
ROUGHLY CONSTANT SINCE THE BEGINNING OF 1977 IT WOULD 
APPEAR THAT THE RAPID PASS-THROUGH OF DOLLAR PRICE 
INCREASES HAS NOT FULLY OFFSET YEN APPRECIATION AND THAT 
EXPORT PROFITABILITY HAS BEEN CONSIDERABLY COMPRESSED. 

- ON THE IMPORT SIDE, IT APPEARS THAT WORLD PRICES 
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MOVED IN JAPAN'S FAVOR DURING THE LATTER PART OF 1977 AND 
INTO EARLY 1978. FROM THEIR PEAK IN AUG TO THEIR TROUGH 
IN FEB, IMPORT UNIT VALUES IN DOLLARS (S.A.) DROPPED A 
LITTLE MORE THAN 7 PCT. VERY RECENTLY DOLLAR IMPORT 
PRICES APPEAR TO HAVE FIRMED AND THE MAY UNIT VALUE INDEX 
WAS UP ABOUT 6 PCT FROM FEB. THE BOJ PRICE INDEX (NS A) 

SHOWS A FLATTER TREND THRU 1977 WITH A PICKUP IN APRIL. 

(THESE DOLLAR INDICES WERE CALCULATED BY CONVERTING THE 
YEN-BASED, SEASONALLY ADJUSTED UNIT VALUE INDEX, BASE 
1970, INTO A DOLLAR INDEX, BY USING AN INDEX OF EXCHANGE 
RATE MOVEMENTS; THE SAME PROCEDURE WAS APPLIED TO THE 
N.S.A. BOJ PRICE INDEX, BASE 1975.) 

- VOLUME MOVEMENTS IN RECENT MONTHS, AS MEASURED BY THE 
S.A. QUANTUM INDEX, HAVE BEEN SOMEWHAT ERRATIC BUT HAVE 
TENDED TO NARROW. RATHER THAN AGGRAVATE THE SURPLUS. THE 
FIRST QUARTER SAW A BULGE IN EXPORT VOLUME (UP 3.7 PCT) 

PART OF WHICH WAS PROBABLY MOTIVATED BY THE ANTICIPATION 
OF QUANTITATIVE EXPORT RESTRAINS IMPOSED FROM THE 
BEGINNING OF THE NEW FISCAL YEAR. APRIL-MAY EXPORT 
VOLUME, HOWEVER, DECLINED AND WAS RUNNING A RATE 7 PCT 
BELOW FIRST QUARTER LEVELS. IMPORT VOLUME, IN CONTRAST, 

HAS MOVED UP STRONGLY, UP 7.8 PCT IN THE FIRST QUARTER, 

WITH APRIL-MAY FIGURES RUNNING AT A RATE 4.0 PCT ABOVE 

THE FIRST QUARTER LEVEL. MANUFACTURED IMPORTS HAVE 
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EDGED UP A LITTLE SINCE LATE 1977 AND ACCOUNTED FOR 
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CIAE-00 COME-OO FRB-03 INR-10 NSAE-00 XMB-02 
OPIC-03 LAB-04 SIL-OI AGRE-00 PA-01 DOE-15 SOE-02 
/125W 
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AMEMBASSY LONDON 
AMEMBASSY PARIS 
AMEMBASSY ROME 

CONFIDENTIAL SECTION 05 OF 06 TOKYO 11621 

ABOUT 23 PCT IN 781 VERSUS AN AVERAGE OF 20.7 PCT IN 
1977. 

- THE TRENDS OUTLINED ABOVE SUGGEST TO US THAT AN 
ORTHODOX BALANCE OF PAYMENTS ADJUSTMENT IS, AND HAS BEEN, 
UNDER WAY. TRADE VOLUMES APPEAR TO BE GRADUALLY SHIFTING 
IN THE DIRECTION EXPECTED FOLLOWING STRONG CURRENCY 
APPRECIATION AND RESTIMULATION OF DOMESTIC DEMAND. THE 
TERMS OF TRADE GAINS - PART OF THE ADJUSTMENT PROCESS 
AS WELL AS THE MAJOR CONTRIBUTOR TO THE IMMEDIATE PAYMENTS 
SURPLUS - HAVE BEEN SO STRONG AND SO SWIFT AS TO RAISE 
QUESTIONS WHETHER THEY CAN BE SUSTAINED LET ALONE 
WIDENED FURTHER TO COMPENSATE FOR THE CONTINUED YEN 
APPRECIATION SINCE MAY. DOLLAR EXPORT PRICES HAVE BEEN 
PUSHED UP SO MUCH, SO FAST (24 PCT IN THE LAST 12 MONTHS 
ON A UNIT VALUE BASIS, 19 PCT ON AN EXPORT PRICE BASIS) 

AND HAVE SO CLEARLY OUTSTRIPPED THE GENERAL INFLATION 
CONFIDENTIAL 
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PAGE 02 TOKYO 11621 05 OF 06 261 159Z 

RATE ABROAD, THAT LOSS OF MARKET SHARES IN MANY LINES IS 
TO BE EXPECTED. IMPORT PRICES IN YEN HAVE FALLEN BY 
ABOUT 17 PCT AND CAN BE EXPECTED TO GRADUALLY INDUCE 
FURTHER INCREASES IN IMPORTS. PARTIAL EVIDENCE CAN BE 
SEEN IN THE SLOWLY RISING SHARE OF MANUFACTURES IN TOTAL 
IMPORTS AND MORE FREQUENT REPORTS THAT JAPANESE MANUFAC- 
TURERS ARE LOOKING ABROAD. PARTICULARLY TO OTHER ASIAN 
COUNTRIES, FOR COMPONENTS AND SUB-ASSEMBLIES. 

- NOT ONLY HAVE THE TERMS OF TRADE IMPROVED STRONGLY 
IN RECENT MONTHS, BUT ALSO DOMESTIC PRICES ARE NOW 
RELATIVELY MORE FAVORABLE THAN FOREIGN PRICES AND SHOULD 
PROVIDE AN INCENTIVE TO FOCUS MORE STRONGLY ON THE 
DOMESTIC MARKET. THE BANK OF JAPAN INDEX FOR DOMESTIC 
PRODUCT PRICES HAS HELD LEVEL FOR 16 MONTHS (THRU APRIL) 
WHILE EXPORT PRICES IN YEN DROPPED AT LEAST 5 PCT IN THE 
SAME INTERVAL. 

- WITH DOMESTIC PRICE AND INCOME MOVEMENTS POINTING 
TOWARD A REDUCTION OF THE CURRENT ACCOUNT SURPLUS, FOREIGN 
DEVELOPMENTS APPEAR LIKELY TO REINFORCE THIS TREND. 

JAPAN S MAJOR OVERSEAS MARKETS ARE UNLIKELY TO EXPERIENCE 
ANY PICKUP IN GROWTH DURING THE FORECAST PERIOD PAR- 
TICULARLY IF U.S. GROWTH MOVES IN THE 4 PCT RANGE AND THE 
AUTO MARKET COOLS OFF. 

- ON THE IMPORT SIDE, JAPAN WILL CLEARLY BE A 

MAJOR BENEFICIARY OF CONTINUED STABILITY OF OIL PRICES 
SINCE PETROLEUM ACCOUNTS FOR ABOUT ONE-THIRD OF 
HER TOTAL IMPORTS. HOWEVER, FURTHER FIRMING OF WORLD 
PRICES OF OTHER RAW MATERIALS AND FOODSTUFFS WOULD ADD 
TO THE IMPORT BILL. STEADY, IF NOT RAPID GROWTH IN 
DOMESTIC DEMAND CAN BE EXPECTED TO PULL IN ADDITIONAL 
CONFIDENTIAL 
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IMPORTS, PARTICULARLY SINCE INVENTORIES HAVE BEEN 
BROUGHT INTO BETTER BALANCE. 

- OUR EXPECTATION IS FOR A NARROWING SURPLUS OVER THE 
COURSE OF THE NEXT 12 MONTHS. HOWEVER, FIGURES FOR THE 
NEXT FEW MONTHS ARE LIKELY TO BE DOMINATED BY THE CON- 
TINUED ATTEMPT OF EXPORTERS TO PASS THRU EXCHANGE LOSSES 
TO HIGHER DOLLAR PRICES. INCREASING CUSTOMERS' RESISTANCE 
CAN BE EXPECTED BUT THE ATTEMPT TO MAKE HIGHER PRICES 
STICK WILL LIKELY DELAY AN IMPROVEMENT IN THE MONTHLY 
FIGURES. 

- ON A BALANCE OF PAYMENTS BASIS WE EXPECT IMPORT 
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VOLUME IN CY 78 TO SHOW AN AVERAGE INCREASE OF 
10 PCT WITH DOLLAR UNIT VALUES UP ABOUT 4-5 PCT. EXPORT 
VOLUME WILL PROBABLY AVERAGE ABOUT THE SAME AS THE 1977 
LEVEL WITH DOLLAR PRICES ABOUT 15 PCT HIGHER. FIRST HALF 
1979 COMPARISONS WITH FIRST HALF 1978 SHOULD BE MORE 
FAVORABLE. EXPORT UNIT VALUES ARE LIKELY TO FLATTEN OUT 
WHILE VOLUME GROWTH REMAINS LIMITED. IMPORTS. ON THE 
OTHER HAND, ARE LIKELY TO BE UP IN PRICE AND VOLUME ABOUT 
7-8 PCT. 

- ON THIS BASIS WE WOULD NOW EXPECT THE CURRENT ACCOUNT 
SURPLUS IN CY 78 OF ABOUT $14 BIL, WITH OVER $9 BIL 
ACCUMULATED IN THE FIRST HALF OF THE YEAR. THIS ESTIMATE 
COULD BE REDUCED BY EMERGENCY IMPORTS NOT INCLUDED IN THE 
ESTIMATES. OUR PROVISIONAL ESTIMATE FOR THE FIRST HALF 

1979 SURPLUS IS $3-4 BIL. 

- BECAUSE WE NOW EXPECT BIGGER TRADE VOLUEM ADJUSTMENTS , 
THE NET EXTERNAL SECTOR IS LIKELY TO EXERT A STRONGER DRAG 
ON OVERALL GROWTH IN 1978 THAN WE HAD EARLIER FORECAST, 
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WITH THE REDUCTION SHOWING UP PARTICULARLY IN SECOND HALF 

1978 AND FIRST HALF 1979. BETTER AVERAGE CONSUMPTION IN 

1979 AND A SMALL PICKUP IN MANUFACTURING 
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INVESTMENT IN EARLY 1979, HOWEVER, COMPENSATE TO LEAVE 
THE AVERAGE GROWTH RATE TREND LITTLE CHANGED. 

FORECAST OF JAPANESE GNP 
- (TRILLION YEN AT 1 970 PRICES ; PERCENT CHANGE) 

CY 77 CY 77/ 79 1ST HALF/ 

CY 78 78 2ND HALF 

PRIVATE CONSUMPTION 53.5 5 1/2 5 

GOVT CONSUMPTION 8.7 5 1/2 5 1/2 

GROSS DOMESTIC FIXED 

CAPITAL FORMATION 31.9 8 9 

CONFIDENTIAL 
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- DWELLINGS 6.7 8 8 

- PLANT AND EQUIPMENT 15.3 2 1/2 5 1/2 

- GOVERNMENT 9.9 17 14 

STOCKBUILDING(A) 2.0 1/4 1/4 

EXTERNAL SURPLUS (A) 6.4 (1/2) (1/4) 

GNP 102.5 6 6 

- NOTE A. INCREMENT EXPRESSED AS PCT OF PREVIOUS PERIOD 

GNP. ERIOD 

BALANCE OF PAYMENTS ($ BIL) 

CURRENT ACCOUNT 10.9 14 3-4 

INFLATION (ANNUAL AVERAGE) 

- CPI 8.3 5 6 

- WPI 1.9 1 3 

CORRECTION: IN PARA IMMEDIATELY PRECEDING TABLE, 
REFERENCE TO "BETTER AVERAGE CONSUMPTION IN 1979" 
SHOULD READ "BETTER AVERAGE CONSUMPTION IN 1978." 
MANSFIELD 
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